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OPINION BELOW
There was no formal opinion by the District

Court, but an informal opinion, interrupted by a re-

opening for additional testimony, was rendered.

(R. 361-370, 383-388.)

JURISDICTION

This is an appeal from a judgment entered by

the District Court on May 25, 1940, which involved



income taxes for the year 1933, and which allowed re-

covery against the United States in the amount of

$621.64, with interest. (R. 82-83.) The case is

brought to this Court by notice of appeal for the Unit-

ed States (the appellant Powell having previously

filed a notice of appeal) filed August 24, 1940.

(R. 93-94.) The jurisdiction of this Court is invoked

under Section 128 (a) of the Judicial Code, as amend-

ed by the Act of February 13, 1925.

QUESTION PRESENTED
Whether it was permissible for the District Court

to go outside the issues and beyond the facts called

to the attention of the Commissioner of Internal Rev-

enue in the refund claim upon which the suit is

grounded to allow the corrections of net income upon

which the recovery against the Government is based.

STATUTES AND REGULATIONS
INVOLVED

The statutes and regulations involved will be

found in the Appendix, infra, pp. 19-22.

STATEMENT
This suit, originally prosecuted against the Unit-

ed States and Thor W. Hendricksen, Acting Collector

of Internal Revenue for the District of Washington,



was dismissed as to the latter. (R. 24-25, 33-34.) A
motion seeking to reinstate him as defendant was de-

nied at the opening of the trial. (R. 35-38.)

The Alaska Dredging Company, sometimes in the

record called the Alaska Company, and hereinafter

generally referred to as the taxpayer, was incorporat-

ed under the laws of the State of Washington on

March 8, 1902, and continued its corporate existence

until during the year 1935, when, after a sale of all

its property, the corporation was dissolved. (R. 3, 29.)

E. E. Powell was one of the incorporators of the

taxpayer (R. 106), and upon its dissolution acted as

the liquidating trustee who distributed to himself and

other stockholders the assets of the corporation. (R. 3,

29.) He distributed to himself $8,000. (R. 194.)

The dissolution left the company without officials

with which to deal and without a treasury from which

to pay taxes. (R. 257.)

For the year 1933, the taxpayer filed a corpora-

tion income and excess-profits tax return showing no

net income and no tax due. Attached to it was a

statement that the company during the year 1933 had

given an option at a discount price on all its remain-

ing assets. It was stated that the option had been

exercised in December, 1933, and that the proceeds



would be disposed of and the company pass out of

business. (R. 263-271.)

After some investigation of the sale referred to

in the return by agents of the Bureau of Internal

Revenue (R. 337), the Commissioner of Internal Rev-

enue approved a revenue agent's report which showed

net income of the taxpayer for 1933, $17,624.79, and

as tax (income and excess-profits), a total of $3,-

304.65. (R. 378-383.) This tax he assessed with in-

terest of $279.89 on the income tax, and $101.77 on

the excess-profits tax, a total of $3,686.31. It was a

jeopardy assessment and notice of it was given under

date of March 7, 1936. (R. 264, 202-205.) The tax

so assessed with accruing interest was paid by Mr.

Powell as follows (R. 192-193)

:

April 13, 1936 $2,759.50
July 10, 1936 414.77
Aug. 15, 1936 560.35

Payments were made by Mr. Powell, individu-

ally, on distraint warrants against the taxpayer,

after he had been warned by the Deputy Collector of

personal liability as transferee. (R. 356-360.)

Six mining claims were sold by the taxpayer in

1933. These were: No. 1 Flat Creek, Nugget Bench

Wonder Creek, No. 1 Below Wonder Creek, Discovery



Wonder Creek, Yellow Jacket, and Philadelphia Frac-

tion. (R. 109.)

Although the option in which those claims are

named refers to a consideration of $20,000 (R. 108-

111), it is alleged and admitted that the total pur-

chase price was $32,838.88. (R. 5, 30).

The Commissioner determined that the March 1,

1913 value of the claim sold in 1933 was $115,984.43,

and that since that value was greater than the cost

of the property sold, it was the statutory "basis" for

computation of gain or loss from sale. He determined

that of that basis, $101,034.83 had been recovered be-

tween 1913 and 1933. Thus he found the adjusted

basis to be $14, 949.60. The difference, therefore, be-

tween that amount and the sale price (reduced by

allowed sale expenses of $264.49) was treated as a

profit, namely, $17,624.79. (R. 202-205.)

After Mr. Powell had paid the tax, he filed the

refund claim upon which this suit is based. The facts

he thereby brought to the attention of the Commis-

sioners of Internal Revenue were as follows

(R. 18-20):

The Alaska Dredging Company was a holding

company for placer mining claims in the Cape

Nome Mining District, Alaska. The company



sold in 1933 to the Hammon Consolidated Gold
Fields, Inc., for $32,838.88, the following claims:

20 acres No. 1. Flat Creek,

20 acres Nugget Bench, Wonder Creek,
20 acres No. 1 Below, Wonder Creek,
20 acres Discovery, Wonder Creek,
11 acres Yellow Jacket,

7 acres Philadelphia Fraction

98 acres

The Alaska Dredging Company had deeds and
patents to all the above named claims before
March 1, 1913 except a 2/8 interest in the Phila-

delphia Fraction.

The Bureau of Internal Revenue erred in find-

ing that on March 1, 1913 the Alaska Dredging
Company had no property other than a contract
with the Wonder Dredging Company in 1908 for

a certain fixed sum of money. Such was not the

case.

The Alaska Dredging Company gave in 1908
to the Wonder Dredging Company a lease and
an option to buy the following claims:

Discovery on Wonder Creek,
Number 1 Below on Wonder Creek,
One-Half Interest in Nugget Bench

These claims for means of identification, will

be known as the Original Claims. The fair mar-
ket value of these Original Claims on March 1,

1913, was $174,397.73 as shown by the option.

The other claims and fractions acquired before
March 1, 1913 and included in the property sold



to the Hammon Consolidated Gold Fields, Inc.

and designated as the Omitted Claims, for identi-

fication purposes, are, to-wit:

20 acres No. 1 Flat Creek,

10 acres Nugget Bench, One-Half Interest,

11 acres Yellow Jacket,

7 acres Philadelphia Fraction

48 acres

1.25 Less 2/8 Philadelphia

46.25 omitted from agent's report.

The Omitted Claims had on March 1, 1913, a
value of $45,246.27 or more. The total value of

the Omitted Claims and the Original Claims on
March 1, 1913, was in excess of $219,644.00.

The payments and royalties received between
1913 and 1933 by the Alaska Dredgng Company
amounted to $101,064.83.

The taxpayer reserves the right to amend or
add to this claim.

The Oral hearing is requested through our
Attorney, Burns Poe, 409 Perkins Building, Ta-
coma, Washington.

The complaint in this case is based upon the

theory that by the method he had followed in deter-

mining the basis of the property sold in 1933, the

Commissioner had omitted to assign any value to the

three claims not expressly named in a contract dated
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June 3, 1908, and that the omitted claims had a value

in excess of $20,000 on March 1, 1913. The discount-

ed value of the consideration named in the early con-

tract was expressly accepted as the value (and basis)

of the claims named for exploitation in that contract;

the recoveries used by the Commissioner in adjusting

basis ($101,034.83) are not contested, but the basis

of the other three claims was alleged to be not less

than $20,000. Those allegations were put in issue.

(R. 29-31.) Based upon them, it was contended that

at least $20,000 should be added to the "basis" as

found by the Commissioner. (R. 4-6.) The refund

claim (supra) proceeded upon the same theory,

though claiming a greater value for the "omitted

claims".

During the course of the trial it was testified

that after March 1, 1913, the sum of $250 had been

expended in buying up an outstanding fractional in-

terest in that part of the property hereinabove men-

tioned which is called the Philadelphia Fraction.

(R. 218-224.) During an examination of the exhibits

Judge Black discovered a record of $2,600 paid by

the taxpayer to Mr. Powell in settlement of a $15,000

claim for services. (R. 365-366, 375, 384.) These

two items are referred to in the court's finding
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No. X^ (R. 79), and became the basis of the reduc-

tion in the net income which was allowed. (R. 79-81)

Before the trial ended, Judge Black expressed

the opinion that the "omitted" claims had had a value

of at least $20,000 on March 1, 1913 (R. 361), but

he considered it not proved that they were really

"omitted". He took cognizance of the close affilia-

tion of the so-called holding company (taxpayer)

and the various operating entities with which it con-

tracted for exploiting its properties, and felt it not

proved that some of the claims were outside the ex-

isting contract at March 1, 1913, or that the whole

group was worth more than the value given by the

Commissioner. (R. 363-368.) Permission to put Mr.

Powell back on the stand was given and he entered

formal denial that the omitted claims were in the

operating contracts (R. 370-376), but the court was

not convinced (R. 383-386), and formally found it

not proved that the six claims had a March 1, 1913

1.

While this finding shows the $250 to have been a
capital expenditure related to the property sold, it

does not make any similar determination with respect

to the larger item, nor show that it was an ordinary

and necessary business expense. It is merely identi-

fied as "salary".
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value exceeding that determined by the Commissioner.

(R 79)

After judgment based upon that finding, but

allowing the reduction in net income of $2,850, the

Government moved to correct the findings, conclu-

sions, and judgment. (R. 84-88.) In that motion

the errors complained of below were called to the

attention of the court, but rectification was refused.

(R. 90-91.)

STATEMENT OF POINTS TO BE URGED
1. The court below erred in approving reduc-

tions of net income not claimed in the pleadings

(hence not within the issues for trial) and not called

to the attention of the Commissioner of Internal Rev-

enue in the refund claim upon which the suit is based

;

and, in entering a judgment, as for an overpayment

of tax, supported only by computations in which those

reductions are allowed. (R. 391-392.)

2. As to the $2,600 reduction, the facts found

are not sufficient to support the judgment. (R.

392-393.)

SUMMARY OF ARGUMENT
The purpose of the provision of law requiring

as a prerequisite to suit the filing of a claim for re-
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fund is to insure an orderly administration of the

revenue and to permit the Commissioner to correct

errors and save the expense and trouble of litigation.

The claim must set up all the facts relied upon to es-

tablish the right to refund and the ensuing suit must

proceed upon the same factual grounds as were stated

therein.

If the taxpayer in 1933 settled a claim of its of-

ficer for services, that expenditure was not a cost of

mining properties acquired (except a small outstand-

ing interest presently to be mentioned) before March

1, 1913. But if on any theory it could be considered

a capital outlay and a proper addition to the basis

for determination of gain or loss at sale of the prop-

erties, it is not claimed as such in the refund claim

upon which this suit is based, nor was any issue cre-

ated with respect to it in the pleadings in this case.

While an expenditure after March 1, 1913, to

acquire an outstanding interest in the Philadelphia

Fraction, i.e., to improve the title to that property,

would be a capital expenditure to be added to the

basis of the property and recovered from its sale price

before a profit could be determined, neither in the

pleadings nor in the refund claim was such a conten-

tion presented.
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It was improper to allow the item of $250 addi-

tional cost of the Philadelphia Fraction, and $2,600

paid in settlement of a claim for services, as reduc-

tions of the net income determined by the Commis-

sioner of Internal Revenue upon which the tax col-

lected from Mr. Powell was based, and it was error to

enter a judgment for an overpayment so computed.

Because there is no determination of facts by the

court disclosing that the $2,600 was either a cost of

some part or all of the property sold, or that it was

an allowable deduction under the law, the judgment

rendered is not supported by the findings of the court.

ARGUMENT
It is error for a court, in a suit claiming over-
payment of a tax, to go outside the issues pre-

sented by the pleadings, and, without finding
all the facts necessary to support an allowance
made, to base a recovery against the Govern-
ment upon facts never presented to the Com-
missioner of Internal Revenue in a timely re-

fund claim.

Fundamentally the complaint of the appellant,

Powell, is that the taxpayer was assessed taxes on a

net income determined by computing a gain as de-

rived from a sale which really resulted in a loss.

Since the revenue law so defines gross income as

to include gains from transactions involving the pur-
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chase and sale of property (Revenue Act of 1932,

Section 22, Appendix, infra), it was requisite that the

law should provide for computations of gains and/or

losses resulting from such transactions. This neces-

sity resulted in the creation of a statutory concept

known as "basis". Section III of the Act just men-

tioned (Appendix, infra), enacts that the gain from

the sale or other disposition of property shall be the

excess of the amount realized therefrom over the "ad-

justed basis" provided in Section 113 (b). Section

113 (a) makes provision with respect to the unad-

justed basis of property. Generally, cost is such basis,

but there are thirteen exceptions, and one of them, the

thirteenth, enacts that when fair market value of

property acquired before March 1, 1913, is less than

cost, that value shall be basis.

The provision for adjustment of basis before com-

paring it to the amount realized in order to determine

gain or loss derives from the fact that as property

is carried along from year to year, both expenditures

and receipts related to capital account will be experi-

enced. Thus, an improvement on a piece of property

may be torn down and a new building erected, and

this will require adjustment both ways. Again, a

property may be sold, some money paid in on account

of the price, the contract rescinded, a new sale made,
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and so on. When this happens, to find whether a real

gain or loss was the result of a fully completed final

sale requires that the capital invested in the asset

shall be corrected to reflect recoveries through abor-

tive sales. In this case, through "sales" $101,034.83

of the March 1, 1913 value, whatever it was, had been

recovered.

The refund claim in this case attacks the basis

used by the Commissioner in determining profit. It

makes just one complaint, namely, that his method of

determining basis (which was by a discounting of cer-

tain sale figures, as representative of value) had

brought him to an an inaccurate result because the

sale contract had included only half as many proper-

ties as were sold in 1933. The refund claim expressly

accepts the Commissioner's determination of value as

accurate for three properties, but inadequate for six.

That is the only attack upon the correctness of the

Commissioner's determination. It attacks the result

only through an attack upon the method by which it

was attained. No facts relating to capital expendi-

tures after 1913 are mentioned in the claim, and the

complaint in this case follows the claim, as, indeed, it

must do under the law, setting forth the same theory

as to why the basis used in determining the tax was

erroneous.
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That a claim for refund must be filed by a tax-

payer as a prerequisite to recovery of a tax is defi-

nitely settled whether the suit is brought against the

United States [United States v. Felt & Tarrant Co,,

283 U. S. 269, 272; Finn v. United States, 123 U. S.

227; United States v. Garbutt Oil Co. 302 U. S. 528;

United States v. Chicago Golf Club, 84 F. (2d) 914

(CCA. 7th)] or the Collector of Internal Revenue

(Arnson v. Murphy, 115 U. S. 579, 584; Collector v.

Hubbard, 12 Wall, 1, 13-16). It is said in Pacific

Mills V. Nichols, 72 F. (2d) 103, 105 (CCA. 1st):

The matter is jurisdictional, because the govern-

ment can only be sued upon the terms and condi-

tions which it imposes, and the point must be

noticed when brought to the court's attention

even if the pleadings are informal.

The timely filing of a claim is a prerequisite to

suit. Savings Institution v. Blair, 116 U. S. 200.

Timeliness means within such limits as are fixed by

Section 322 of the Revenue Act of 1932 (Appendix,

infra). The suit must be upon the same grounds as

are stated in the refund claim (United States v. Felt

& Tarrant Co., supra, Weagant v. Bowers, 57 F (2d)

679 (CCA. 2d) ; J. P. Stevens Engraving Co. v. Unit-

ed States, 53 F. (2d) 1 (CCA. 5th), certiorari de-

nied, 284 U. S. 687).
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In the Felt & Tarrant case the Supreme Court

said that the purpose of the law in providing for re-

fund claims is to advise the appropriate officials of

the Government of the demands or claims intended to

be asserted so as to insure an orderly administration

of the revenue Cf Nichols v. United States, 7 Wall,

122, 1930. In another case the Supreme Court re-

ferred to the refund claim requirement as having

been devised for the convenience of such officials in

passing upon claims and preparing for trial. Tucker

V. Alexander, 275 U. S. 228, 231. It has been said that

the system was intended to correct errors and to save

the expense and trouble of litigation. Paul Jones &

Co. V. Lucas, 33 F. (2d) 907 (W.D. Ky.) Finally,

"the statute and the regulations must be read in the

light of their purpose." Tucker v. Alexander, supra,

p. 231.

These principles have recently been emphasized

in the First Circuit in Edwards v. Malley, 109 F.

(2d) 640, and in Pelham Hall Co. v. Carney, 111 F.

(2d) 944, and in the Second Circuit in Ronald Press

Co. V. Shea, 114 F. (2d) 453. The amendment to Sec-

tion 3226, Revised Statutes, found in the Revenue Act

of 1932, (Section 1103, Appendix, infra) did not

change any of the parts of that very old statute, on

which the foregoing decisions depend.
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Under the law as thus applied by the courts, it

seems perfectly plain that the District Court in this

case had no authority to adjust net income as deter-

mined by the Commissioner of Internal Revenue by

allowing either an adjustment of basis dependent

upon facts not mentioned in the refund claim (or the

complaint), or to allow an outlay for services, which

may have been an allowable expense deduction under

Section 23 (a) of the applicable Revenue Act, but are

not shown (or found^) to be capital expenditures

(costs) related to any part of the property sold. We
have no doubt that if the refund claim had shown

expenditures to improve title to the Philadelphia

Fraction, the Commissioner would have adjusted basis

appropriately. Similarly, if facts showing salary

paid as an ordinary and necessary business expense

had been called to his attention, he would have allowed

a deduction.

The United States has consented to be sued for

an overpayment of a tax only if its administrative

officers, the Commissioner of Internal Revenue, has

been apprised of the facts by which overpayment is

For lack of facts found sufficient to show how or
why this item was a cost of the property sold or a
business expense, we contend that the findings do not
support the judgment.
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made out.^ Plainly the facts by which the overpay-

ment allowed here are supported were never men-

tioned in the refund claim. The judgment is er-

roneous.

CONCLUSION

We respectfully request that the judgment

against the United States be reversed, and that a

judgment dismissing the action be ordered entered.

Respectfully submitted,

J. CHARLES DENNIS,
United States Attorney. SAMUEL O. CLARK, JR.,

Assistant Attorney General.

FRANK HALE,
Assistant United States Attorney. SEWALL KEY,

WM. B. WALDO,
THOMAS R. WINTER, Special Assistants to the

General Counsel Representative. Attorney General.

MARCH, 1941.

3.

Originally there was no recourse against the

United States in a suit for overpayment of tax be-

cause of the doctrine of sovereignty. Collector v. Hub-
bard, 12 Wall 1, 14-15. This was based on principles

referred to by Chief Justice Taney in Beers v. State

of Arkansas, 20 How. 522, 529 ; and by Chief Justice

Marshall in United States v. Clarke, 8 Pet 436, 443.

Of late years the sovereignty has consented to be sued
with the understanding that the conditions of the con-
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APPENDIX

Revenue Act of 1932, c. 209, 47 Stat. 169:

SEC. 21. NET INCOME.

"Net income" means the gross income com-
puted under Section 22, less the deductions allowed by
section 23.

SEC. 22. GROSS INCOME.

(a) General Definition.—"Gross income" in-

cludes gains, profits, and income derived from
salaries, wages, or compensation for personal

service, of whatever kind and in whatever form
paid, or from professions, vocations, trades, busi-

nesses, commerce, or sales, or dealings in proper-

ty, whether real or personal, growing out of the

ownership or use of or interest in such property;

also from interest, rent, dividends, securities, or

the transaction of any business carried on for

gain or profit, or gains or profits and income
derived from any source whatever. * * *

SEC. III. DETERMINATION OF AMOUNT
OF GAIN OR LOSS.

(a) Computation of Gain or Loss.—Except as
hereinafter provided in this section, the gain
from the sale or other disposition of property
shall be the excess of the amount realized there-

from over the adjusted basis provided in section

113 (b), and the loss shall be the excess of such
basis over the amount realized.

sent must be meticulously observed. Rock Island &
C. R. R. V. United States, 254 U. S. 141, 142; Maas
& Waldstein v. United States, 283 U. S. 583; Lucas
V. Pilliod Lumber Co., 281 U. S. 245, 249.
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SEC. 113. ADJUSTED BASIS FOR DETER-
MINING GAIN OR LOSS.

(a) Basis (Unadjusted) of Property. — The
basis of property shall be the cost of such prop-

erty; except that

—

(13) Property Acquired Before March i,

1913.—In the case of property acquired before

March 1, 1913, if the basis otherwise deter-

mined under this subsection, adjusted as pro-

vided in subsection (b), is less than the fair

market value of the property as of March 1,

1913, then the basis shall be such fair market
value. * * *

(b) Adjusted Basis.—The adjusted basis for

determining the gain or loss from the sale or
other disposition of property, whenever acquired,

shall be the basis determined under subsection

(a), adjusted as hereinafter provided.

(1) General Ride.—Proper adjustment in

respect of the property shall in all cases be
made— (A) for expenditures, receipts, losses,

or other items, properly chargeable to capital

account, including taxes and other carrying
charges on unimproved and unproductive real

property, but no such adjustment shall be made
for taxes or other carrying charges for which
deductions have been taken by the taxpayer in

determining net income for the taxable year
or prior taxable years

;

* * * * * *

SEC. 322. REFUNDS AND CREDITS.

(a) Authorization.—Where there has been an
overpayment of any tax imposed by this title, the
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amount of such overpayment shall be credited

against any income, war-profits, or excess-profits

tax or installment thereof then due from the tax-

payer, and any balance shall be refunded imme-
diately to the taxpayer.

(b) Limitation on Allowance.—
(1) Period of Limitation.—No such credit

or refund shall be allowed or made after two
years from the time the tax was paid, unless

before the expiration of such period a claim

therefor is filed by the taxpayer.

(2) Limit on Amount of Credit or Refund.—
The amount of the credit or refund shall not

exceed the portion of the tax paid during the

two years immediately preceding the filing of

the claim, or if no claim was filed, then dur-

ing the two years immediately preceding the

allowance of the credit or refund.

SEC. 1103. LIMITATION ON SUITS BY
TAXPAYERS.

(a) Section 3226 of the Revised Statutes, as

amended, is amended to read as follows:

''Sec. 3226. No suit or proceeding shall be
maintained in any court for the recovery of any
internal revenue tax alleged to have been erro-

neously or illegally assessed or collected, or of any
penalty claimed to have been collected without
authority, or of any sum alleged to have been ex-

cessive or in any manner wrongfully collected until

a claim for refund or credit has been duly filed

with the Commissioner of Internal Revenue, ac-

cording to the provisions of law in that regard,

and the regulations of the Secretary of the Treas-

ury established in pursuance thereof; but such
suit or proceeding may be maintained, whether
or not such tax, penalty, or sum has been paid
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under protest or duress. No such suit or pro-

ceeding shall be begun before the expiration of

six months from the date of filing such claim
unless the Commissioner renders a decision there-

on within that time, nor after the expiration of

two years from the date of mailing by registered

mail by the Commissioner to the taxpayer of a
notice of the disallowance of the part of the claim
to which such suit or proceeding relates."

(U.S.C, Title 26, Sec. 1672.)

Treasury Regulations 77; promulgated under the

Revenue Act of 1932

:

ART. 1254. Claims for refund by taxpayers.

—Claims by the taxpayer for the refunding of

taxes, interest, penalties, and additions to tax

erroneously or illegally collected shall be made on
Form 843, and should be filed with the collec-

tor of internal revenue, A separate claim on
such form shall be made for each taxable year
or period.

The claim must set forth in detail and under
oath each ground upon which a refund is claimed,

and facts sufficient to apprise the Commission-
er of the exact basis thereof. No refund or credit

will be allowed after the expiration of the statu-

tory period of limitation applicable to the filing

of a claim therefor except upon one or more of

the grounds set forth in a claim filed prior to the

expiration of such period. A claim which does

not comply with this paragraph will not be con-

sidered for any purpose as a claim for refund.

With respect to limitations upon the refunding

or crediting of taxes, see article 1257.


